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Associ ate TaxCounsel
OPINIOXN
These appeﬂls are made pursuant to section 25667
cf the Revenue and Taxation Co de from the action
Frenciise Tex Board onprotests against proposed assessnents
of additional franchise taxasfollows:
Income
fop._ellsnt Year
Home Savings and Loan Association 1656
1957
1958
1959
Home Savings aﬁd Loan Association as
Successor in Interest to Hollywood
Savings end Loan Association 1955
1956
Pasadena Savings and Loan Lssoclation,
Home Savings and Loan ;‘soc;at iox, .
Assumer snd/or Transferee 1955
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bopeals of Home Savings and Loan Assoclation, et al,

After these eppeals were fi
Loan Association (hereafter f\,leif
the amount of tax assessed against for the income yea
1959, Its appeal fOr thnat year will therefore be treat ed
as from the denlal of @ claim for refund, in accordance with
section 26078 of the Revenue znd Taxation Code,

ed, Hone Savings and
t

|
ed tO as aopelTequ),pavd
it

Several of The issues Oflﬁlﬂally involved in These
appeal s have been eliminated through concessions by the parti
These concessions will be reflected in cur order.

The primary guestlions which remain are in connec
with anellaqt?s cuputation of a deductible addition to
bad debt reserve for the income year 1959,

Lypellant Home Sav1ngs.aﬁd Loan Association was
organized znd began dbusiness in 1889 ‘During the years 1950
through 1957 1t acguired substaatially all of the assets and
assumed subsvantially all of tThe liabilities of eight other
savings end loan associations,

Iin co&aat;ng its franchise tax for the income year
1959, appellant deducted an addition to its bad debt reserve
in the sznrount of aOp“OWTWaUejy $9.8 million, It arrived at
this sum by comoputing the average ratic of its-'losses to its

outstanding uninsured 1oans during the 20-year period of 1928
through 1947, The factor thus aevelooeu7 2,28 percent, was
eppliied to an amount wnhich zppellant regarde its outstanding
uninsured loans at the ead of 1959,  Inclu "outstending
"loans in

loans! was a TGk, 3 renr
i amounts which

in
contractors wnen
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ors, the borrovers, and appellent.

D

5 @ (
C} (STl Qs
e

ONG
|1
i
Hhoo 13w

o O

1-!

o
= by
= o
O
S

oo m
(0]
(@

+

[@T {30 6]

~

O

e o) l(_‘:) [oX]
O

,‘.

wno

ck
H.
M3 gt

o

X

ot 09
O ctw
el (Ne
O =

5
o
}._'
,_!
Il
)
[0}
\/l' .
(¢}
@]
i
T
O -
O
lantis]
c-@ O
Bt oo

-3

¥
+

3

’
s

o
)
b O RO

=
i

o))

&

LM NTVOoOUT®
I cl

<t

S

mr3 ¢

-

)

0]

0
YO

1

21

g’o
s
ch
S eN
> (D
¢t
ct O

e O

£ lozns s
¥operience W
assets were
a%oewla.Lc
] 998 ough
esoonueﬂt a
ve excluded
to be &p: o As ealculaueq by re
lon wa “0A¢nauvly $2 million,
Nowia be rncrcased to approximat
I certain concesslons by respond
i outstanding loans, other t“

)
0
T B2

-
1

[
{-

N OO

B

c O ¢t
13
s
Iu l...l-
oO'c

s

iy
j&V]
n
YO O
’?1
o

0]

w oo
OO i< O

*
cl®

e ot 0 0
Ly (D D
o
Q
5
(5}
= o

ot
=

sumed by

zor the years

T 74088 percent.
¢ﬂ process' seould
h the loss factor
the allcwable

BN ORE G RO R

0 c
om o

[

*..
0]
B

sl O, N e

w
ot 3

q }-—"
Sk O M

o]

"S

O

b

el

‘OS\J
o QO
-
w

[ el sl )
!—' DO 0w

()J

y
i

w2

C; OO0 30
- T
~J

1-.

=,
*
I

V)
5
142]
ct
@]

Ny

-
j

o
y

0) -t

%
<
O <
m l“o =
.
0]
o]
cl

)
3

0O,

o B I S S OO
i
o]
e (D s
et Q)
..u . \40
-
i
3y
lat
C
)
et
v

- D

)
P
ct

e
ct

o oc

E\)' D < -0
3

£
o ® @

t

I

b

}_l

@]

]

}.J. g)

w0

cl

s

[

L OB DN
[__!
3

[
Yo

S

O

O H

-154-



o
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1=t

Home Savings and

: We shall first consider whether the computation of
The deductivle percentage should be based only on sppellantt®s
experience or on the comqu d c?p rience of i1tsell and the
other associations wnose assetls it acquired.

The controlling statute, section 2L3L8 of the Revenue
and Taxation Code, allows the deductlon of ”qeots wihich becomv
vorthless Vluﬂ*ﬂ The income ye or., in the discretion of the
Franchise Tex Board, a feaSOﬂaD7C addition to a reserve for

baQ. d bbSo i

Pursuvant to this statute, resoondent ado-o-led regula-
on 2 , titie 18, California Administrative Code. The
gulation eppliesex ciuulvo;y to savings and losn associations
d is able to income years beginning after 1958, The

1i
pertinent portions of the regulation are as follows:

(3) Rules Governing Use of Reserve Method,
In determining the ratio of losses to out-
standing lo;ﬂsxorlq cme years, beginning
after December 31, 1958 , a roving average

iIs to be employed on a basis of 20 years
_exnerloﬂce including the income ¥ear « oo »
However , in lieu of the moving averag
eKOG”LeHCG ¢acbor an a socvatlon.may Use

n average experience factor based on any

20 consecutive years after the yea*!92/,
provided, that for any 20-year period
selected the association must use its own
bad debt loss exnecrience for the years that
It was IN existence during the period
selected and the average bad debt loss of
similar associations located in this State
for such years as are necessary to complete
odo Associations waich have
ence 20 years, See sub-

=N

(1) & nevly orgenized assoclatio:
d-7

on or an
assoclation wnich arises as the resulit of
a merger,  consolidation or the acquisition
of buDSbuﬂt'ally all of the assets of a
p;edechQOf aSSOCL&blOﬂ NLLQOht surfficient
years® experience for computing an sverage
as pro Vldcd Tor zbove will be ocrmicced to
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Aop eals of Home Savings_and Loan Association. et 2],

eXOC”lCﬂCG okl O'Qc‘ 1 71
respect To the same X I uch
association has not been in existence during
all ox nart of either of the 20-year periods
descrived at the beginning of this paragraph,
it must use an average bad debt loss experience
factor consisting of its cwa bad debt losses
during the years for the period selected plu
the average bad debt losses of similar associla-
tions located in this State for such years as
are necessary to complete elther of tThe 20-year

peflodc selected., The average bad debt loss es
of such associations for the years 1928 to 1947,
inclusive., hes been determined by the Fraanchise
Tax Board to be 0.6 percent, The avera%g bad
debt loss for each year from 1928 to 1947
inclusive, Is as follows:

{ x %k X
The statewide average loss allowance is appli-
cable for zll income years beginning a“ue
December 31, 19585900 11 detvrmlq1n¢ th
average exgerience or similar aSSOCJat_ons

oowe w
o,
l_l

wn o

Sowm

3

1 a—l'l of

ne average exoeflence
n with respect to the
ed with the average
assoclation.

= )
O
l,_l
%

t

[@) J QO s
3

hppellant does not contend that the amount allowed
by the Fragnchise Tex Board as en additicn to its bad debt
reserve wes Iinadeguate from the standpoint of antlrlpated
losses., The essence oif its position 1s that in comput 1ng
its ioss factor 1t has used only 1ts own experience and thu
has followed, literally, the terms of the regulation

Althougn the regulation refers to use of an assocl

tion®s "own experience! it erL'Clt¢y assumes the propr ety o”
usiﬁg The loss eyoezﬁence of a predecessor This 1s apparent
ir. the lenguage of subdivision (j)(Ll), wnwcn recognizes th
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Aop eals of Home Savings and Loan Assochiaiion, er ale

propriety of substituting the loss experience of associations
vaich have ceased business if the operation is continued by a
successor association,

The r“fﬁﬁatﬂon in guesticn is simila
D”'Lo 25, as supnlemented Ly Rev

19}'?‘7"2 Cllﬂo B Lm0 T 4
195%-1 Cum, Bull. 60, and Rev. Rul. 57-350, 1957-2 Cum, Bull,
1Lkh, which together som7¢ea out the policy of the United States
Commnissioner of Internal Revenue in granting bad debl reserve
c¢eductions to banks, pursuant to a federal statute suoubanu¢¢lly
identicel with the one That concerns us hereo (Mim, 6209 zad
supplemental rulings are now supersecded by Rev. Rul. 65- 92

19%5 Tat. Rev. Bull. No. 1k, at 8.)

As pointed out by appellant, feder
have held that a bark must use 1Ts own previ
in computing its loss factor despite changes
nupa~emenbc or in location. (First Nationsl
oL T Lp9, aff'd, 23% F.2d 868; Union Hati
”““su Coﬂ_p: Figin, 26 T.C, 537; Northern Ban
Pkt. No. 72770, Dec., 3, 19623 lAmerican Stsie Bank United
States, 176 F. Supp.-6%, affid, 279 F.2d 585, The Internal
Revenue Service has also ruled That a bank may not use the
loss experience of another bank from which it acquired ceriain
loans, where The other bank continued in business. (Rev. Rul.
5%-133, 199%-1 Cum., Bull. 60.)

More recent cases, however, involving Tacls more
closely resembling those belore us, have given a broad inte
pretation to the term "own experience.’

Trust snd Savings Bs

In Pullman n Bank v. United States,

235 F, Supp. 3.7, aiitd, 338 £.24 660, a so-called "01ld Banik, ™
formed in 1907, was in tne process of liquidation from the
vear 1930 until it was dissolved in 19%0. A "New Bank,
incorporated in 1932, had the same officers aad QchCbO“S
as the "0Lld B: used The facilities of the "0ld Bank,"

ssumed su’ 1y all of its deposits.and lisbilities
and'*ook in assets of the "01ld Bank," IU was un-

the "New Bank" could utilize tThe loss experience
of the 'w;u Sank!" for the yea s 1928-1931, On the disputed
cios e court held that the two banks were in fact a
ingle and continuous operation and thaty Mim i
h % to use Tne combined loss exoe"
nat vart of the 20-year period wne
were in existence. The couri stated that:

Plaintiff*s use of the 01ld Bank®s loss
expericsnce Quring the latiterts period
of liguidation does notT comstvituie, as
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consisted of
combi”ed-to couprise The who

(235 F. Supp. 317, 324.)

NaiIOO 2l Bank of Youngstown

Subsedguent i
v. United ftates, 23 /939 it was held that a bank
incorporated in 1932 could DOb be reguired to use its own
loss. experience for the first year of 1ts exlstence, a year
in which it incurred no losses., Instead, i1t was permitted
tc use for that year the loss experience of two older beanks
vart of whose liabilities had been assumed by the taxpayer
bank and substantially all of whose assets had been assigned
to the taxpayer bank as security for notes it received as
consideration for its assumpticn of lisbilities. The court
found that the taxpayer bank was an entity independent of
the old banks, but sald that: :

e 17 Tthe interpret tion.of mim sograp oh

6209 znd subsequent rulings, the courts
shoulcd read into the words Mown experlence
the guslification that The experience should
be meeningful. (237 F. Supp. 753, 76%.)

In Peonles Barnk and Trust Co, v. United States,

260 ¥, Suop. 629, the rederal District Court reviewed the
applic'tioa of Mim, 6209 to the pl?iﬁui*: bank wnich was
the sucvivor of a series of mergers with five other banks.
The merg e'Ps5 occurring during the 799033, were with other
‘banks, each of which had been in business for a similer
periocd. The signific aace of the case is that both sides
ané the court agreed that some sort of combined percentage
should be used,

As previously stated, auoeTl 1t acquired substantially
the assets of elght other savings and loan assoclations,
at hes notv describad the COuOlbL@ aeua17s of all. the

ions, btut 1T nas been alleged by respondent and not
v appellant that gil of upe accgulsitions constituted
under the provisions of tThe California Savings and
sociztion Law znd under tThe provisions of the Resvenue
ation Code., . Paraphrasing vl : ' tp71mzn Trust
yings Bank ve Ugited Sveate ; SUDD. 31/
338 F.2d 656, eappellent o i D“Qe perts
onbined To comzrise the w ing The
cicn i n_National B v. United States,
a e expe: or an assoclation
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Pursuant to the views e\oresD :d in the opinion of
poard on Iile in tThis pfOC @dLn_5 nd good cause gppearing
eror

’

HEREBY ORDEZERED, ADJUDGED AN DECREED, pursuant
of tThe Revenue and Taxeation Code

-159-

oo ot

-3

0

® v



(1) that the actvion of the Franchise Tax Board on the
protests of Home Savings and Loan Assoclation against proposed
assessments of additional franchise tax in the amounts of
$5,078,97, $13,086,0%, and §81,389.33 for the income years 1956,
1957, and 1958, respectively, be sustained in accordance with
concessions by appellant; : '

_ (2) +that the action of the Franchise Tax Board on the
protests of Home Savings.and Loan Assocliation as Successor in
Tnterest to Hollywood Savings and Loan Association against pro-
posed assessments of additional franchise tax in the emounts of
$878,53 and §+,620.,93 for the income years 1955 end 1956, respec-
tively, be reversed in accordance with concessions by respondents;
and

(3) +that the action of the Franchise Tax Board on the
protests of Pasadena Savings and Loan Assoclation, Home Savings
and Loan Assoclation, Assumer and/or Transferee, against a pro-
posed assessment of additional franchise tax in the ermount of
$35,051.09 for the inccme year 1955 be modiiied in accordance
with a concession by respondent by excluding fyom tThe messure

P oty wal AT G EXLO £ 18" amainine S R fd Aemt
of tax the balance of $340,658.38 remaining in the bad deb
reserve of Pasadens Savings and Loan Associgtion when that
association merged witn Howme Savings and Loan Assoclation.

IT IS FURTZER ADJUDGED &£ D, pursuany
to section 26077 of the Revenus end Taxavior T the action
cf the Franchise Tex Board in denying The clain of me Sevings
and Loan Associstion for refund of franchise tax in the amount
of &747,22%.08 for the income year 1959 be modified in sccordance
with a concession by respondsnt by increasing to £408,270,58%.63
the emount of outstanding loans subject to the application of the
bad deblt loss Tactor.

In all other respects the actions of the Franchise Tax
Board are sustalned,

Done at Sacramento

, California, Thi
o 2 . L O NP T PR o ~1 - -t
of ~July , 1967, by the State Board of Hgualization.
1 - . -
- - - s Chzirmen
:"///‘/' //. )
<., Member
, Member

ATTEGT «
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